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EDITORIAL DEPARTMENT NOTE 


Much has been written on the subject of renegotiation of contract 
prices and much remains to be written. It is inevitable that this 
should be the case. The legal provisions with respect to renegotiation 
are so eral and so much is left to the judgment and discretion of 
price adjustment boards in determining what is excess profits that it 
is essential that everyone connected with a gm pk Pp 
keep continuously informed on new developments and chan nging view- 
points. We feel that the article published in this issue of ulletin 
will be found most helpful in provi members with an understand- 
ing of current procedures and a ba ound of information which 
should prove es in preparing for and participating in renegotia- 
tion p 

The author r this article, Lieutenant Elmer F. Dow, is Chief of 
the Cost Analysis Unit for the Springfield Ordnance District. He is 
a graduate of Harvard University and the Harvard Graduate School 
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DEVELOPMENT OF CONTRACT RENEGOTIATION 
AND FUNCTION OF THE PRICE 
ADJUSTMENT BOARDS 


By Lieutenant Elmer F. Dow, Chief, 
Cost Analysis Unit, Springfield Ordnance District, 
Springfield, Mass. 


| SHALL discuss the subject of contract renegotiation under 
the following heads: 


1. History and background of the Renegotiation Act. 

2. Methods and procedures of price adjustment boards 
whose responsibility it is to carry on actual renegotiations 
and arrange settlements with the companies concerned. 

. Functions of the cost analysis sections whose responsi- 
bility it is to provide adequate information to the price 
adjustment boards to be used in arriving at and substan- 
tiating agreements concluded with the companies being 
renegotiated. 


BACKGROUND 

The legal basis for contract renegotiation may be found in Sec- 
tion 403 of Title IV of the Sixth Supplemental National Defense 
Appropriation Act, 1942, approved April 28, 1942, as amended 
by Section 801, of Title VIII of the Revenue Act of 1942, ap- 
proved October 21, 1942. This law requires the contracting de- 
partments of the government to insert renegotiation clauses in 
government contracts, actually to renegotiate these contracts, and 
to recover any excessive profits. 


Causes of Excess Profits 


The need for contract renegotiation arose out of the fact that 
the year 1942 was one of hectic procurement. Our main objective 
was and still is production. It was necessary to convert plants pro- 
ducing non-war essentials and to have other plants increase pro- 
duction of their regular line in order to meet military needs. If 
we were effectively to become the arsenal of democracy, little time 
was available for the study of costs and prices. The unavoidable 
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result was that prices were based on faulty, hasty, and inadequate 
cost estimates. This is not a criticism of either private industry or 
government procurement authorities. In many instances companies 
were asked to produce items which were entirely foreign to their 
previous experience. Obviously, no adequate cost information was 
available. Likewise, companies were asked to produce in tre 
mendous volume with the result that as experience in production 
increased and volume ascended, costs were greatly cut. The profits 
thus realized were in many instances excessive, and generally de- 
sired no more by private industry than by the government. 

Many companies recognized with no small concern the existence 
of excessive profits, and voluntarily offered price reductions and 
rebates to the government, even before the existence of the Rene- 
gotiation Act. Still other companies felt they were making unde- 
sired war profits, but did not know exactly what steps to take in 
order to clear up this condition. It is of obvious value to the good- 
will of a company to get the benefit of favorable public opinion 
resulting from making of only modest profits during a period of 
national emergency. There is no telling to what extent investiga- 
tions at a later date by the government proving excessive war 
profits might prove detrimental, as a result of public ill-will, toa 
company’s post-war operations. In fact the very future of private 
enterprise could conceivably be involved in this whole question of 
performance during wartime, to say nothing of the uplifting effect 
on public morale in knowing that war producing is void of 
profiteering. 

It should likewise be pointed out that contracting departments 
of the government were actually redetermining contract prices 
before the passage of the Renegotiation Law. Such contracting 
departments are still carrying on this function of price reduction 
in the case of companies making excessive war profits, except 
where a company is specifically assigned for renegotiation under 
the Act. It is necessary, therefore, not to confuse this process of 
voluntary price redetermination carried on by contracting depart 
ments with that of statutory renegotiation executed by the various 
price adjustment boards. The essential difference, of course, be 
tween the two types of price revision, in so far as procedure is 
concerned, rests in the fact that statutory renegotation is on af 
over-all basis, covering all renegotiable business, whereas volut- 
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tary redetermination by procurement personhel is generally re- 
s ricted to individual contracts. 

An important influence in the development and precipitation of 
the Renegotiation Act was the Jack & Heintz Case. This case 
caused considerable comment in ever-widening circles and fears 
were rampant that, despite taxation, war millionaires would once 
again be the inevitable result of wartime production. This popular 
feeling and reaction was reflected in Congress in their considera- 
tion of various methods to control war profits by law and the final 
passage of the Renegotiation Act. 


Methods of Limiting Profits 


One of the first and probably most obvious methods of control- 
ling excessive war profits which was suggested was that of an arbi- 
trary limitation on the percentage of profit which would be allowed 
on war contracts. Such a solution to the problem seems obviously 
unsatisfactory. This method among other things would reduce 
any incentive for cost reduction and control. Likewise, an in- 
dastic arbitrary profit limitation would work hardships on some 
companies and offer benefits to others depending on their previous 
earning capacity and on their rate of turnover. A variation of this 
arbitrary percentage of allowable profit method was that of a slid- 
ing scale of profits according to the volume of business. Here again 
the same fundamental objection persists, namely, that of reducing 
incentive to production and cost reduction, as well as failure to be 
able to treat each company on its own merits. 

A further possible method of excess profit elimination which 
was examined was that of review of individual contracts. This 
method is, of course, hopelessly involved and concerns itself with 
endless and inconclusive disputes concerning cost allocations among 
different contracts. This criticism is so fundamental as to make 
necessary that any examination of war business be based upon an 
over-all picture of all war business taken together, the profitable 
as well as the unprofitable contracts. 

Thus, several methods which might effectively control war 
profits were examined by Congress before the passage of the Re- 
negotiation Act as we now know it. Such methods appear harsh 
and unfair to the individual company, and do not permit of reward 
for performance and risks assumed. Should renegotiation fail— 
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and there is no reason to feel that it will—one of these less desir- 
able methods will be adopted, for the fundamental concept of war 
profit control will not be abolished. 

A method limiting war profits which was elastic and permitted 
the treatment of each company on its own merits was included in 
the vague but broad powers described in our current Renegotia- 
tion Act. Each renegotiation could become a tailor-made job, 90 
that not only factual material such as operating figures could be 
used in determining fair profits, but also the intangible elements 
concerning each company’s operations could be considered. That 
is to say, not only would it become possible to review the amount 
of profit which a company was able to make under a peacetime 
competitive economy during a normal period, but also to allow 
relatively a larger margin of profit, if that company were able to 
reduce its costs, assume serious war risks, expand its plant out of 
capital, and/or disseminate scientific information in the interest of 
the war effort to companies which might prove to be future com 
petitors. For convenience, we generally refer to these latter as- 
pects of a company’s operations as the “intangibles.” Under such 
a system it would, of course, also be possible to consider the ques- 
tion of taxation, and the degree to which a company enjoyed tax 
“shelters” in determining a fair amount of profit. However, gen- 
erally speaking, the price adjustment boards will consider only 
profits before taxes since the function of taxation is that of Con- 
gress and may not be interfered with by renegotiation. 


Objectives of Renegotiation 

Contract renegotiation has been subjected to a great deal of um 
favorable criticism, mainly by those who do not understand fully 
the objectives and methods employed in carrying out the provision 
of the Renegotiation Law. If there were one most important ob- 
jective of the entire renegotiation program, it would be that of 
reducing the spiral of monetary inflation. To the extent that 
excess profits are recouped by the government via renegotiation 
at their source, thereby reducing the expansion of government 
credit in the form of bonds to finance current obligations, the 
spiral of inflation is thereby diminished. 

This renegotiation program is simply part of a larger plan t 
keep prices within bounds and to limit in some measure at least 
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the cost of financing this war. Other elements concerned with this 
same problem include, of course, price control, control of wages, 
and possibly in the future the limitation of profits made by those 
manufacturing and distributing civilian goods. 

It should be pointed out that forward pricing is an essential 
element in current renegotiations. The importance of both price 
reduction on contracts currently in force and a more accurate 
pricing policy in connection with contracts to be let is stressed, 
especially in connection with the braking effect which lower prices 
have on the spiral of inflation. Also, it is hoped that lower prices 
will stimulate efficiency and lower costs. In spite of the many un- 
certainties concerning future business, it is none the less possible, 
now that companies are benefited with escalator clauses, termina- 
tion clauses, wages and materials ceilings, and a background of 
adequate experience, to reduce the margin of safety included in 
prices as a result of the reduced risk which the contractor is now 
called upon to assume. 

It is important to emphasize again at this time that the vital job 
of procurement was and is being very satisfactorily carried on, 
and the fact that unconscionable profits were in some cases realized 
is not a reflection on industry, nor does it detract in any way from 
the miracles of production which were accomplished. It was rather 
the inevitable result of this frantic procurement. The government 
iecognizes that more adequate cost information is now available, 
and that some knowledge has been obtained as to the effect which 
volume has on production cost. It therefore becomes desirable in 
effect to re-price material upon which inadequate price -and cost 
estimates were made in the original instance. Such a procedure is 
to be executed by contract renegotiation. 


PROCEDURES OF PricE ADJUSTMENT BoarDs 


Let us next examine briefly the structural set-up of the price 
adjustment boards established to carry out the broad powers of 
the Renegotiation Act. In this connection Boards have been set 
up for the Army, Navy, Maritime Commission and Treasury De- 
partment. Coming within the jurisdiction of the Under-Secretary 
of War, there is the War Department Price Adjustment Board. 
Under this Board, there is a Board for each section of the Services 
of Supply. The Ordnance Department, which is, of course, a part 
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of the Services of Supply, has seen fit to decentralize the function 
of contract renegotiation, setting up price adjustment boards in 
each of the thirteen ordnance districts throughout the country, 
These district boards are assigned cases by Washington, and are 
empowered to renegotiate and come to settlements with the various 
companies involved, subject to final approval by the War Depart- 
ment Board. 

A company is assigned by Washington to the branch of the 
service having the preponderance of dollar value of contracts. It 
might also be noted that only one renegotiation is executed cover- 
ing profits for any one period of operations. Should a company 
have contracts subject to renegotiation with several governmental 
departments, the price adjustment board to which the case is as- 
signed makes the one settlement, which covers a company’s entire 
profits on all renegotiable business. The government then. appor- 
tions this settlement to the various departments which have con- 
tracts with the particular company involved in the proportion that 
each department has in dollar value of contracts. In this way, 
there is only one renegotiation and this is based on an over-all 
consideration of all renegotiable contracts for the period under 
review. 

It might be emphasized again in passing that consideration of the 
operations of a company by a price adjustment board represents a 
financial accounting approach to the problem, using the contrac- 
tor’s income statement broken down as between renegotiable and 
non-renegotiable business, based on an over-all consideration of 
all renegotiable business. This segregation of business does not 
concern itself with sales and costs on individual contracts, but does 
embrace the problem of joint costs as between renegotiable and 
non-renegotiable business. We will later examine in some detail 
possible methods of segregation of sales and costs between renego- 
tiable and non-renegotiable business. Operating figures thus ob- 
tained are examined in the light of the company’s ability to earn 
profits during a normal period of competitive peacetime economy, 
and credit is given for various contributions and risks concerned 
in the current war effort. 

What Constitutes Excess Profits? 

The question might well be raised at this point as to just what 

constitute excessive war profits. In other words, is there some 
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yardstick by which we can measure profits which are considered 
to be excessive under the Renegotiation Act? Those who promul- 
gated the law very wisely have avoided any concrete or inelastic 
definition as such of excessive profits. Any such definition would 
tend only to hinder the intent of the Act, namely, that each com- 
pany should be considered on an individual basis, and a yardstick 
developed which seemed fair to all parties concerned based on the 
various aspects of the operations of the particular company in- 
volved. Any computation based on formula will always be modi- 
fied by judgment and reward for contribution to the war effort. 


The law states in Section 801 of Title VIII of the Revenue Act 
of 1942, that “the term excessive profits means any amount of a 
contract or sub-contract price which is found as a result of rene- 
gotiation to represent excessive profits.” Such a definition obvi- 
ously leaves considerable discretion to the price adjustment boards. 
Therefore, it becomes of prime importance that all the facts con- 
cerning a company’s operations should be brought out clearly be- 
fore the board. Likewise, the importance of accurate accounting 
data and sound methods of segregation between renegotiable and 
non-renegotiable business cannot be over-emphasized. The board’s 
judgment is as good as the facts at its command, and decisions 
should be founded upon adequate and complete information. Such 
data should be made part of the permanent record, so that it can 
be used to justify any settlement, should need of such justification 
arise in the future. 


In an attempt to define excessive war profits somewhat more 
concretely there has been a rather recent joint policy statement 
from the War and Navy Departments to the effect that the mar- 
gins of profit a company experiences on its expanded war sales 
should be limited to one-third to one-half of the average margin 
of profit on peacetime sales, during a normal base period of com- 
petitive economy. This statement was promulgated as a guide for 
the Army and Navy Price Adjustment Boards in renegotiating 
contract prices. It should be emphasized here again that any 
single profit yardstick is invalid and can be only one of the factors 
considered because of wide variations among contractors in in- 
vestment, efficiency, past earnings, government assistance, turn- 
over, and inventive contribution. 
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The Base Period 

The base period of operations considered as representative for 
purposes of renegotiation and to be used in connection with this 
recent promulgation of policy by the War and Navy Departments 
is generally taken to be the years 1936 through 1939, which in- 
cluded both years of prosperity and depression. In this connec- 
tion, it is not contemplated that depression years will be excluded. 
On the contrary, it is felt that this period represents somewhat 
of a complete business cycle, and generally is typical of the indus- 
try and the company, and represents the ability of the current 
management. In any individual case it will, of course, be neces- 
sary to determine that these years actually are typical, have no 
unusual or non-recurring losses or gains, and are fairly represen- 
tative of a company’s “normal” operations. Generally speaking, 
it is not feasible to include the years 1940 and 1941 in this base- 
period computation due to the fact that the impact on production 
of the European war and our own defense activities had by that 
time been felt. 

There has been very conscious effort by Washington in out- 
lining the necessity for adequate information and even in defining 
profit margins to develop consistent policies and interpretations 
among all the branches of the government concerned with rene- 
gotiation. The objective is to attempt to promulgate, to a limited 
extent at least, a policy which might be followed in any case of 
renegotiation. The treatment a company receives will not now 
vary to any important extent depending upon the branch of the 
service handling the case. It is emphasized that renegotiation 
must and will not interfere with war production. On the con- 
trary, it is hoped that incentive for production, efficiency and 
reduced costs may be the result of a reasonable execution and 
administration of the renegotiation statute. 


Justification for Less Than Peacetime Margins 
It might be of value to examine the justification of a policy 
which permits a company to earn only one-third to one-half 
its peacetime margins of a normal base period. Some of the more 
important reasons include the following : 
1. Many companies contributing to the war effort have 
increased their volume tremendously. It has therefore be 
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come possible to reduce profit margins, and still retain an 
aggregate dollar profit, which is far in excess of anything 
the company was able to earn under a peacetime economy. 
Furthermore, as a result of this increased volume and mass 
production methods, it has been possible for companies to 
spread their overhead much more thinly. The result has 
been not only an increase in the margins on war business, 
but also as a direct result of this increment of war business 
the greatly increased margins of profit earned on commer- 
cial or non-renegotiable business. This latter type of busi- 
ness is, of course, inviolate in so far as renegotiation is 
concerned. However, the fact that a company is able to 
earn increased profits on commercial business purely as the 
result of taking on war business must be a factor to be 
considered in any estimate of fair wartime profits. 


uction 2. Likewise, the risks which a company concerned with 
y that war production is called upon to assume have been materially 

reduced. Generally speaking, a company producing material 
n out of war now has a background of sufficient experience to 
fining base its costs on more accurate information than was the 
rations case during the 1942 period of hectic procurement, and as 
| rene- such original prices should be somewhat more sound. Simi- 
imited larly, several steps have been taken by the government ma- 
ase of terially to lessen the risk of the contractor, and to protect 
t now his interests. Some of these risk-lessening steps may be 


of the briefly pointed out as follows: 
tiation - 
(a) Government contracts contain or will contain termina- 
tion clauses. In the event that a contract is terminated 
for any reason, it will be possible for the company to 
liquidate in-process inventories at the government’s 
expense. It is contemplated in this connection that a 
reasonable amount of profit shall be allowed the con- 
tractor not only upon his in-process materials, but 
also some settlement will be made covering the unfilled 
portion of the contract. Should the execution of the 
termination clause prove to be time-consuming, it will 
probably be possible for the company to obtain a pre- 
liminary settlement, so that its working capital posi- 
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(b) 


(c) 


(d) 


(e) 


It would appear therefore that the risks now being assumed 
by companies producing material of war have been greatly dimin- 


ished by 


on investment may be fairly reduced. Likewise, many companies 
are, of course, no longer operating in a free competitive market, 
and the attending risks of such operations are now absent. 


3. In further justification of lower profit margins, it 
should be pointed out that although a company under rene- 


tion will not be impaired pending final settlement on 
the contract. 

Although a company is not permitted to provide for 
a period of post-war conversion out of its war profits 
under renegotiation directives, the government has in 
fact recognized that the post-war period will involve 
many readjustments and rehabilitations. In order to 
assist private industry in this transition from war to 
peace, the 10 per cent post-war tax credit was included 
in the 1942 Revenue Act. Similarly, under Section 
153 of the same Act, a company is allowed the privilege 
of carrying forward or back for a period of two years 
any losses which it might incur. 

Furthermore, under Certificates of Necessity, a com- 
pany is permitted to amortize plant additions for tax 
purposes over a period of five years or the duration of 
the emergency instead of taking normal depreciation 
over the useful life of the assets concerned. In this 
connection, it might also be pointed out that such gov- 
ernment aids as Emergency Plant Facilities Contracts 
and Defense Plant Corporation agreements have ma- 
terially reduced the risk which a company is called 
upon to assume covering its plant expansion. 

Also, it might be stated that the government has pro- 
vided loans and advances for working capital purposes 
in connection with the tremendously increased volume 
of wartime production. 

Finally, a war producer has been protected against 
increasing costs by such methods as escalator clauses, 
and ceilings upon material prices and wage rates. 


































various government measures, and hence the retum 
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gotiation is to be rewarded for its various intangible ele- 
ments of operations—contributions to the war effort—it 
should be realized that many of these intangibles have been 
adequately compensated for by salaries to the various execu- 
tives. The computation of a fair rate of profit therefore 
becomes a problem of evaluating the contribution of owner- 
ship to the war effort. In other words, the problem becomes 
one of rewarding capital for the risk assumed and for its 
choice of management. For example, a company which has 
gone into an unfamiliar line of production, and which has 
expanded its plant out of its own capital obviously should be 


eal allowed a greater margin of profit than a company which 
has continued to produce its usual line but in greater volume 
o ol than ‘under peacetime conditions. A value must obviously 
for fan be put upon such a contribution, but this value must be ad- 
tion of justed to the extent that the contribution has been justly 
ociatien rewarded by compensation to executives, and by the fact 
In this the risks have been lessened as indicated above. 
ch gov- 4. Finally, we are in a state of total war. Profit rates 
ateeal are not as usual. Sacrifices are expected. Miracles of pro- 


duction are daily evident with no seeking of reward. The 
soldier at the front has no incentive to produce other than 
to protect his life and the cause for which he fights. Busi- 
ness has shown itself willing and anxious to share in this 


struggle. 
Industry Considerations 


It might be pointed out at this time that a further merit of 
the renegotiation approach to the problem of excessive war profits, 
is the fact that the price adjustment boards may not only give a 
company individual treatment depending upon the circumstances, 
but also may accord similar individual treatment in handling 
industries. For example, it may be generally stated as a principle 
that the capital goods industry will be allowed relatively a greater 
margin of profit than industry in general. The rather obvious 
reasons for this treatment may be stated briefly as follows: 

1. The capital goods industry is typically more cyclical 
in nature and generally involves larger investment of ‘capital 
in proportion to sales. 


ive ma- 
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2. The capital goods industry as such is approaching 
the point of having fulfilled its war function and may be 
called upon now to convert to the production of war ma- 
terial. 

3. In many cases, current production for the capital 
goods industry is possible only as the result of considerable 
research and development expense made in prior years, 
which have shown operating losses. 

4. This industry is, of course, subject to a greater extent 
to the risks involved in obsolescence and changes in design. 

5. The capital goods industry may be currently saturat- 
ing its market for some years to come. There are, however, 
many limitations to this particular idea, due to the fact that 
single purpose machinery, which cannot be used to advan- 

. tage after the war, is being manufactured to considerable 
extent. In any individual case the nature of the company’s 
production would, of course, be examined to determine to 
what extent its future market was being impaired. 


There are certain factors which tend to mitigate the favored 
treatment to the capital goods industry as outlined above. Such 
factors are briefly as follows: 

1. The volume of capital goods industry has increased 
tremendously, thereby permitting a much thinner spreading 
of overhead, and resulting in increased profit margins. 

2. Competition is less and therefore margins of profit 
are likely to be greater. 


The Highly Integrated Companies 

Similarly, it should be stressed that special treatment may be 
afforded the more integrated companies by the price adjustment 
boards. Generally, the more integrated companies would be al- 
lowed a greater margin of profit for the following reasons: 


1. The more integrated company has lesser accumulated 
profits of other companies in its costs. 

2. The more integrated company generally assumes 
greater risks, carries on greater research and performs more 
complex operations. 
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3. Usually, the amount of capital: involved in the more 
integrated operations will be greater and the risk is corre- 
spondingly increased. 


Cost ANALYSIS 


Having examined the general philosophy of the Renegotiation 
Act and the thinking of the price adjustment boards concerning 
the existence of excessive war profits, it is fitting now to turn 
to the function of the cost analysis sections, whose responsibility 
it is to accumulate and approve accounting data and various other 
information for use by the boards in support of their renegotia- 
tions and settlements. 

Many companies find it helpful to employ their outside auditors 
to assist in the preparation of data to be submitted in connection 
with renegotiation. Most auditing firms have now become familiar 
with the information required. 

It is generally helpful to have an accountant from the cost 
analysis section present at most meetings with the contractor, 
especially those held during the early stages of renegotiation. 
Indeed, the prime objective of the first meetings should be to 
develop accounting data and other related facts. Such questions 
as the relative efficiency of the company, its use of raw materials 
and labor, and even questions regarding unit costs may well arise 
for discussion with the cost analysis representative. 

In short, the cost analysis section will review accounting and 
statistical data submitted by the company. The purpose of this 
review is to determine whether the data adequately and fairly 
presents the operating results and financial condition of the con- 
tractor, and covers, among other things, such points as the follow- 
ing : 

1. Information on the propriety and consistency of ac- 
counting system used. 

2. Information on the principles used in allocation of 
sales, costs, and expenses to business subject to renegotia- 
tion. 

3. Comparison of items with those for prior years and the 
computation of significant ratios. 

4. Consideration of allowability and applicability of items 
of income and expense. 
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Segregation 

Probably the most important task to be accomplished in the 
submission of required data to the cost analysis section is the 
segregation between renegotiable and non-renegotiable business 
for the period under review. The importance of this particular 
aspect of renegotiation cannot be overemphasized and Washing- 
ton is becoming increasingly strict in its requirements as to what 
constitutes an adequate segregation of sales and cost of sales as 
between renegotiable and non-renegotiable business. Such a segre- 
gation is no longer satisfactory if based largely upon guess, 
estimate, or unsatisfactory accounting and statistical methods. 
In this connection, it is pointed out that the cost analysis section 
is available for consultation and advice to the end that the final 
segregation will prove to be satisfactory, not only to the district 
price adjustment board but also to Washington. It is helpful 
in this connection if the contractor will submit a brief description 
of his accounting system and especially some details concerning 
his cost accounting system, so that it may clearly be shown that 
the method of segregation adopted is the most sound and feasible 
under the circumstances. 


The first step to be taken in connection with this segregation is 
a distinction between sales which are subject and those which 
are not subject to renegotiation. All business the end-use of 
which is connected with the war effort and is paid for by the War, 
Navy, Treasury Department, or Maritime Commission, pursuant 
to contracts (including purchase orders) which were not com- 
pleted and paid for prior to April 28, 1942, is subject to renego- 
tiation, if in excess of $100,000. It is emphasized that a contract 
or subcontract upon which shipments have been made prior to 
April 28, 1942 but which is not entirely completed, including 
escalator settlement, as of that date, is subject to renegotiation 
to the full extent of shipments made under that contract after 
January I, 1942. 

It is to be noted that the criterion of war end-use is taken 
as the one to distinguish between renegotiable and non-renegotiable 
business. War end-use includes also any machinery or equipment 
used in the manufacture of the products concerned with the war 
effort. 
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Contracts with other agencies of the ggvernment such as the 
Defense Plant Corporation, Defense Supplies Corporation, the 
Department of Agriculture, etc. are not required to be renegotiated 
under the statute, but may be included if the company desires 
clearance on this particular business. However, if such business 
tends to reduce the amount of profit shown on mandatory rene- 
gotiable business, it may not be included for renegotiation. 

It is noted that commercial, or non-war end-use, business may 
not be included by the contractor for renegotiation. This type 
of business is inviolate in so far as renegotiation is concerned. 

The broad definitionsof a subcontract under the law is again 
emphasized. All manufacturers who have contracts with the 
War, Navy, Maritime Commission, or Treasury Department, or 
have received purchase orders, or have entered into agreements to 
“perform all or any part of the work or to make or furnish any 
article required for the performance of any contract or subcon- 
tract” with one or more of these departments are subject to rene- 
gotiation. 

Sales figures must therefore be submitted by the contractor 
in the following detail for the fiscal period under review: 


1. Sales to or for the account of Defense Plant Corpo- 
ration, if excluded from renegotiation. 

2. War end-use sales under contracts and/or subcontracts 
with the War Department, Navy Department, Maritime 
Commission, and Treasury Department, (including lend- 
lease) fully completed and paid for, with full settlement of 
all escalator clauses, prior to April 28, 1942. 

3. War end-use sales under contracts and/or subcon- 
tracts with the War Department, Navy Department, Mari- 
time Commission, and Treasury Department (including 
lend-lease ), paid for subsequent to April 28, 1942. 

4. Non-war end-use sales. 


Renegotiable business will be all sales identified under 3 above, 
plus any of the other segregated sales which the contractor wishes 
to include voluntarily, except civilian business, or non-war end- 
use sales. 

Subcontracts under a contract which is legally exempt from 
renegotiation are now considered to be exempt from renegotia- 
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tion: as, for example, subcontracts for the sale of machinery 
to a mine whose business is exempt from renegotiation would 
likewise be exempt. On the other hand, a subcontract to a con- 
tract which is exempt at the discretion of the secretary is not 
exempt in renegotiation: as for example, a subcontract to be per- 
formed in this country under a prime contract to be performed 
outside of the territorial limits of continental United States or in 
Alaska would be subject to renegotiation, even though the secre- 
tary may have exempted the prime contract. 

It is recognized that the contractor may have some difficulty 
in segregating his sales into the various required categories. 
However, there are certain broad procedures which have been 
found to be practical and acceptable. There are many sales or 
types of sales which the contractor can readily segregate on the 
basis of war end-use. On the other hand, sales made to other 
departments of the government not subject to renegotiation, and 
sales for strictly commercial purposes may likewise be readily 
classified as non-renegotiable. Such sales as may be easily iden- 
tified and segregated should be examined first and the proper 
allocation made. Any balance of an indefinite or indeterminate 
nature may be segregated on the basis of the nature of the product, 
the type of consumers, the priority rating, etc. As a last resort, 
these indeterminate sales may be divided on the basis of reasonable 
sampling, by spot tests, by published trade data, or any other 
method of approximation which is satisfactory to the price ad- 
justment board. 


Segregation of Cost of Sales 

Having accomplished the problem of segregating sales into 
the various categories of renegotiable and non-renegotiable, the 
contractor mtst next segregate costs and expenses as between 
these two categories of business in accordance with generally ac- 
cepted accounting practices and procedures, and in accordance 
with directives thereon as issued by Washington. Costs need not 
be allocated to each of the various sales categories as indicated 
above, but must be allocated as follows: 


1. Renegotiable business, including both mandatory 
and voluntary. 
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2. Defense Plant Corporation sales, if excluded from 
renegotiation. 
3. All other non-renegotiable sales. 


Before making any segregation of costs and expenses, the con- 
tractor must first compute the “base” amounts by eliminating ex- 
cessive or unreasonable costs and expenses, and those items disal- 
lowed by law or regulation. Reserves set up to accomplish a con- 
version from a war to a peacetime economy will not be allowed 
as costs for purposes of renegotiation. The contractor may claim 
as allowable certain items disallowed by the Internal Revenue 
Department, but in such cases the description and amounts so 
claimed must be clearly set forth and justified. Generally speak- 
ing, items of cost which are permissible for tax purposes are 
likewise allowable under renegotiation. However, the price adjust- 
ment boards may at their discretion adjust such costs downward. 

It is not our purpose here to review allowable costs or expenses 
as outlined in T. D. 5000 which is generally considered to be a 
guide only in the allocation of costs under renegotiation. It might 
be well, however, at this time to distinguish between allowability 
and applicability. Allowable items are those permitted as deduc- 
tions for tax purposes against the contractor’s entire business. 
Applicable items are those which are concerned with business sub- 
ject to renegotiation. For example, advertising may be entirely 
allowable by the Internal Revenue Department but only a part of 
it may be applied prorata, or on some other basis to business sub- 
ject to renegotiation. 

Having computed the “base” amount as indicated above, the con- 
tractor may apply any reasonable method in figuring costs and ex- 
penses on business subject to renegotiation. The procedures to be 
followed will, in general, consist of two parts: (A) allocation of 
cost of sales, and (B) allocation of all other costs and expenses. 


A. Allocation of cost of sales: 

1. Standard, job or other cost systems should, where 
practicable, be used as the basis for allocation. 

2. Percentages based on sales ratios or other formulz, 
may have to be used, either by individual products, groups of 
products, or by departments, divisions, etc. 
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3. As a final resort, over-all gross profit percentages may 
be employed. That is to say, the over-all ratio of sales of 
renegotiable business versus non-renegotiable business may 
be used as the basis for distributing costs. In such cases, 
adjustments must be made for such factors, if they exist, as 
the fact that sales to the government are at a lower or a 
higher price than sales of comparable products to others. 


Allocation of all other costs and expenses: 


1. Each major item should be separately segregated in 
accordance with the most practical and equitable method in 
in the particular situation. Having allocated such expenses 
directly in so far as possible, any balance which is applicable * 
to both renegotiable and non-renegotiable business may be 
allocated on the basis of sales or preferably cost of sales. 


Statement of Methods Used 


In every case, it is extremely important that the contractor sub- 
mit a statement expressing in detail the methods used in segre- 
gating costs and expenses. Whatever method is used, the account- 
ant for the board or section must carefully consider and pass upon 
the conditions and bases of segregation of the different kinds of 
business activities, in order to ascertain whether the resulting ap- 
proximation is equitable. 

It may be well at this point to go into somewhat more detail 
concerning the allocation of costs between renegotiable and non- 
renegotiable business in the case of a company operating an ade- 
quate standard cost system. Such a company might be able read- 
ily to identify costs connected with the various sales on a standard 
cost basis. It would be helpful in this connection if the company 
could show separately standard material, labor and overhead costs 
in cost of sales. Any material variances should be allocated to the 
various categories of business in the same ratio as standard ma- 
terial is included in these categories. Any labor variances should 
be similarly treated based upon the ratios of standard labor in 
these various categories of business. Any over- or under-ab- 
sorbed overhead should be distributed in the same ratio as the 
standard overhead has been absorbed in production costs. That 
is to say, if a company absorbs overhead at the rate of 125 per cent 
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of standard direct labor, any over- or utder-absorbed burden 
would be distributed to the various categories of business involved 
in the ratio of standard labor to cost of sales. 


Allocation of Expense 


It may be well to consider next in somewhat more detail than 
described above in outline form the allocation of such profit and 
loss items as general and administrative expense, selling and adver- 
tising expense, engineering and research expense, interest paid, 
and other expenses or income. In this connection, it seems best 
that the company examine such expenses individually with the 
idea of attempting to make a direct allocation on some reasonable 
basis as between the various categories of business. For example, 
if an executive spends 80 per cent of his time on war business, 
then this should be the proportion of his salary charged against 
that business. Having made whatever direct allocations of these 
expenses are possible, any balance remaining might be allocated to 
the various categories of business based on the total manufacturing 
cost in cost of sales, or on the basis of sales, if deemed to reflect 
correctly the true situation. 

It is noted that cash discounts on purchases or on sales for pur- 
poses of renegotiation should be included as income and costs be- 
fore arriving at operating profit. 

If there are items of income and expense in the profit and loss 
statement which are not directly concerned with the company’s 
ordinary operations—for example, income from investment securi- 
ties, refund of or additional taxes affecting prior years, flood 
losses, etc.—such items should be shown as non-operating income 
or expense, below the line of operating profit. It is desirable that 
other income and other deductions, if sizable, be itemized in a 
separate schedule in order that the propriety of including specific 
items as applicable to operating profit or non-operating profit may 
be considered. It should be noted that no segregation of non- 
operating income or deductions is required as it is intended that 
items of this character will have no bearing on the year’s profit 
arising out of war contracts. 

In the event that unusual problems are encountered in connec- 
tion with the segregation which seem likely to require an undue 
amount of time and effort, the contractor should not hesitate to 
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contact the renegotiation personne! in order to examine possible 
alternative, short-cut treatments which may be equally acceptable. 


Segregation of Costs Based on Sales 

It should be emphasized again at this time that any segregation 
of costs based on the ratio of sales in the various categories of 
business is to be avoided in so far as possible. The obvious rea- 
sons for the undesirability of segregations of costs based on sales 
are as follows: 

1. Varied mark-ups as between various products sold 
create the statistical fallacy of allocating a greater share of 
costs to the products having the highest mark-ups. Sales 
prices bear no necessary relationship to costs. 

2. If sales are not distributed between the various cate- 
gories of business in similar proportions, the categories of 
business having the highest mark-ups will be forced to bear 
an unfair proportion of the costs. For example, if a com- 
pany sells only two products, A and B, and product A has 
a 40 per cent mark-up, being sold entirely to the government, 
and product B has a 25 per cent mark-up, being sold en- 
tirely for civilian use, it would not be fair to allocate costs on 
the basis of an average mark-up of these two products. 

In cases where no other more adequate method is feasible, it 
may be possible to use sales ratios to distribute costs. However, 
in such a case care must be taken in such a segregation to avoid 
these difficulties of varied mark-up as between products, and a dis- 
proportionate amount of the sales of any particular product going 
to any one categary of business. Where renegotiable and non- 
renegotiable business is identical or substantially identical as to 
products, a proration of expenses based on sales may be permis- 
sible. However, if renegotiable and non-renegotiable business pre- 
dominate at different times of the year, an analysis of quarterly 
or monthly statements may be necessary to determine the proper 
profit margin for renegotiable business. Furthermore, in such 
cases, year-end adjustments must be accompanied by sufficient 
descriptive information so as to make feasible a proper distribu- 
tion of over- or under-absorbed burden, inventory or other adjust- 
ments, which would affect the profit margins of the interim periods 
of the fiscal year. 
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Description of Methods Used 


It should be emphasized that renegotiation procedures are 
greatly enhanced by the contractor providing adequate and de- 
tailed information concerning the segregation of business and 
costs as between renegotiable and non-renegotiable. It is suggested 
again that the contractor submit in support of his segregated profit 
and loss statement a narrative containing the following informa- 
tion : 

1. Brief description of general accounting system, includ- 
ing a statement concerning changes in accounting methods. 

2. Somewhat more detailed description of cost accounting 
system, including inventory methods of control and pricing. 

3. Detailed description of method used in segregating 
sales as between renegotiable and non-renegotiable. 

4. Detailed description as to method used in segregating 
manufacturing costs (including factory overhead), and gen- 
eral overhead as between renegotiable and non-renegotiable 
business. 


It is suggested in this connection that each line of the operating 
statement be taken in order, giving a complete description of the 
various steps taken in accomplishing this segregation. 


Summary of Required Information 


It may be well next to provide a summary of the various in- 
formation and data generally required of a company in renegotia- 
tion : ‘ 

*1. Detailed balance-sheets for the fiscal years ended in 
1936 to 1942, inclusive. 

*2. Detailed operating statements for the fiscal years 1936 
to 1942, inclusive. (Note :—Sales and cost of sales in oper- 
ating statements for periods subject to renegotiation should 
show a breakdown between renegotiable and non-renegotiable 
business, as discussed previously). 

*3. Detailed analysis of surplus for the fiscal years 1936 
to 1942, inclusive. 

4. Detailed balance-sheet as of the latest date available. 


* Preferably in the form of outside auditor’s reports to the company for 
covered. 


years 
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5. Detailed operating statement for the portion of the 
current fiscal year to the latest date available. (See note to 
No. 2.) 

6. Statement of surplus for the current fiscal year to the 
latest available date. 

7. Estimated statement of operations for current fiscal 
year. (See note to No. 2.) 

Note: Ordinarily, balance-sheets and income statements 
should be presented on a consolidated basis, if the company 
has subsidiaries. If, however, one or more of a company’s 
subsidiaries carry on war production activities in such man- 
ner that renegotiation of them as independent companies 
seems desirable, financial statements for such subsidiaries 
should be furnished in addition to those for the consolida- 
tion. 

8. Depreciation and amortization, including basis and 
amounts of each. Also detail of depreciation and amortiza- 
tion reserves. 

9. Methods used in distributing overhead and in the allo- 
cation of sales and cost of sales between renegotiable and 
non-renegotiable business. 

10. Schedule of administrative and selling expenses for 
recent periods and, occasionally, for each period for which 
an operating statement is furnished. 

11. Schedule of commissions and bonuses paid to others 
for recent periods and, occasionally, for each period for 
which an operating statement is furnished. Include also 
a statement as to royalties and license fees paid. 

12. Schedule of non-operating income for recent periods 
and, occasionally, for each period for which an operating 
statement is furnished. 

13. Provisions for and nature of extraordinary reserves. 

14. Excess-profits tax credit and basis of computation, 
including a reconciliation between book and taxable income. 

15. Statement of advance payments and guaranteed loans. 

16. Statement of gross facilities, ie. before depreciation 
or amortization (indicate separately privately financed, gov- 
ernment financed and/or owned). Indication of assets cov- 
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ered by Necessity Certificates and amortization charged in 

connection therewith. 

17. List of principal stockholders with number of shares 
of each class of stock owned by each. 
18. List of affiliated companies : 

(a) Percentage of ownership of parent company in every 
class of stock issued by each subsidiary. 

(b) Percentage of ownership of parent company in every 
class of stock issued by non-subsidiary affiliates. 

(c) Statement relative to nature and control value of other 
relationships with non-subsidiary affiliates, e.g. manage- 
ment contracts, etc. 

19. List of company’s officers, directors, and executive 
employees showing for each: 

(a) Compensation paid, including bonuses, usually for each 
period for which financial statements are furnished. 

(b) Stockholdings, including those in parent, subsidiaries, 
and affiliated companies. 

(c) Relations to other companies and organizations, such 
as directorates, trusteeships, memberships in profes- 
sional firms, positions with other companies, including 
subsidiaries, affiliates, and others. 

20. List of war contracts: 

(a) Prime supply contracts by departments and services. 

(b) Subcontracts with names of contractors for whom’ work 
is done, nature of work performed, and if possible, 
identification with prime contracts to which the work 
is related. 

(c) List of principal suppliers ($100,000 or more per 
year. ) 

(d) Names of subcontractors to whom company has awarded 
subcontracts, with nature of work authorized and, if 
possible, identification with prime contracts to which 
the work is related. 

(e) Facilities contracts. 

(f) Cost-plus-fixed-fee contracts, including costs and fees. 

21. Principal plants and products. Indicate latter with 
reference to normal product in peacetime and present war 
products. 
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22. Important price changes. 
23. Brief history of company and its capitalization. 
24. Degree of integration: 

A company should submit a statement of the propor- 
tion of its finished production which is made up of con- 
stituent parts which have been purchased on a formal 
subcontract or purchase order basis. That is to say, 
any materials beyond the stage of the actual raw state 
which have been purchased from other companies are 
to be considered subcontracted material costs. 

25. Statement of special contributions of contractor to war 
production, including the following: 

(a) Patents developed. 

(b) Free licensing of patents owned. 

(c) Training of other organizations in manufacturing or 
technical procedures. 

(d) Development and supervision, including financing of 
subcontractors, relation of actual to scheduled or prom- 
ised performances, development of means of avoiding 
the use of critical materials, without impairing value of 
product. 

(e) Voluntary price reductious made. 

(f) Prices in comparison with competitors (if known). 

(g) Quality of production. 

(h) Special risks assumed. 

(i) Cost reduction. 

(j) Plant expansions out of capital. 

(k) Other information bearing on the topic of general con- 
tribution to the war effort. 


Final Agreements 


The War Department Price Adjustment Board has directed 
that all renegotiation proceedings shall be concluded by written 
agreements executed by the contractor and the Under Secretary of 
War or his duly authorized representative. These agreements are 
required to be in such form as will meet with the approval of the 
counsel for the Board and, in the case of corporate contractors 
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must be accompanied by. an attested copy of the resolution of the 
board of directors authorizing the consummation of such agree- 
ment. 

The recovery of excessive profits, whether estimated or ac- 
tually realized, may be effected through the payment of cash by 
the contractor, either in a lump sum, or on a monthly, quarterly, 
or semi-annual basis; by a reduction in the price of undeliv- 
ered articles covered by contracts with the contractor, or on such 
other basis as may be satisfactory to the Under Secretary of War. 
The monthly, quarterly, or semi-annual cash payments may be 
fixed at amounts equivalent to a specified percentage of actual net 
sales of such products or materials as will permit the return of the 
excessive profits set forth in the concluding agreement to the 
best practical advantage. 








The 24th International 


Cost Conference 
HOTEL STATLER, BOSTON 


June 21, 22 and 23, 1943 





THE PROGRAM 


MONDAY, JUNE 21 
Cost Determination Under Audited War Contracts 
Lr. Cor. J. W. McEacuren, War Department 
Recent Developments and Trends Affecting War Contract 
Accounting 
CoMMANDER J. Harotp Stewart, Navy 
Renegotiation of War Contract Prices 
CoMMANDER N. L. McLaren, Navy Price Adjustment Board 
War Contract Termination 
Eric A. CAMMAN, Peat, Marwick, Mitchell & Co. 
Panel—War Contract Problems 


TUESDAY, JUNE 22 
Cost Control in Wartime 
F. F. Hoyt, Carrier Corporation 
Wartime Inventory Problems 
C. Howarp Knapp, Holtzer-Cabot Electric Co. 
Wartime Problems of the Industrial Accounting Office 
Speaker to be announced 
Wartime Problems in the Presentation of Financial State- 
ments 
Speaker to be announced 
Panel—Wartime Accounting Problems 


WEDNESDAY, JUNE 23 
Preparation for Postwar Progress 
Speaker to be announced 
Budgeting for the Transition Period 
STANLEY Bronner, Bridgeport Brass Co. 
Panel—The Accounting Aspects of Practical Postwar Plan- 








Make your train and hotel reservations NOW 














